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Zhe main problems in  reassessing the long-run targets for 1985 

rather clear ly  focus on M l .  mere are scane issues to consider f i r s t  with 

the broader aggregates, thrugh. M2 an3 credi t  are currently running 

a r o d  or above their long-run ranges. We do, however, expect M2 to 

grow within its present range for the year, unless interest rates drop 

significantly further. Credit growth w i l l  probably be around the top 

of its range, explainable by continued strength i n  merger and other 

refinancing activities as well as by expansion of spending i n  excess of 

GW, factors a t  least p r t l y  taken into account by the Cumnittee i n  

sett ing the range i n  February. lhus, while the Omnittee might wish to 

consider upa rd  adjustments in the upper limits of those ranges, the 

technical need seems marginal. Another consideration would be whether it 

might not in any event be better to leave the broader ranges unchanged as 

something of an anchor i n  face of the seeming need to make sane adjustment 

in M l .  

me materials sent to the Cmmittee attempt to explain both the 

arithmetic and econanic problems i n  sett ing an M l  range. The arithmetic 

says tha t  to a t t a i n  the 7 percent upper l i m i t  of the present M l  range, 

the aggregate w i l l  have to remain essentially f l a t ,  on balance, over t h e  

rest of the year. It seems l ikely that M1 growth will'indeed slow fran 

the about 11-1/2 percent ra te  that  obtained fran December to June. 

HMJever, short of a large rise of interest  ra tes  in the caning s ix  

months, the cdds do not suggest that  demands for money i n  t h e  period 

between now and year-end have already been sat isf ied by the rapid M1 

expansion of recent months and that, therefore, l i t t le  or no further 
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growth w i l l  be needed. For one thing, we are  still expecting that t h e  

lagged e f f e c t s  of recent  i n t e r e s t  rate decl ines  w i l l  s t i m u l a t e  growth fo r  

t h e  months ahead. For another,  sane of the increase i n  Ml i n  the  f i r s t  

half  of the year represents  funds shi f ted  i n t o  NOW accounts fo r  long-run 

savings purposes i n  response to market rate m v m n t s  and thus  i n  e f f e c t  

would not be employed to finance growing t ransact ions demands fo r  cash. 

I f  the Cumnittee were to take the  view that the  existing 4 to 7 

percent Ml range was either not p rac t i ca l ly  a t t a inab le  or no longer desira

ble, there is t h e  question of course of how to adjus t  it. h e  a l t e r n a t i v e  

is simply to set M l  aside for  a while, a t  least u n t i l  it becanes clear 

t h a t  this latest b u r s t  of rapid growth is over and t h a t  the aggregate 's  

veloci ty  has stop@ decl ining and is returning to a pos i t ive  rate of 

growth that our  models suggest represents  h i s t o r i c a l  trend (abstract ing 

f r a n  the e f f e c t  of i n t e r e s t  rates). I s h u l d  mention a t  t h i s  point ,  

though, that i f  interest rates need to decl ine f ran  cu r ren t  levels to 

sus t a in  real econanic growth you can expect that ve loc i ty  growth w i l l  be 

held down below trend and may o f t en  be negative. 

However t ha t  may work out, there are probably considerable dis

advantages under cu r ren t  circumstances i n  abandoning an Ml range. "here 

may be c e r t a i n  publ ic  relations problems, including t h e  r i s k  of pranoting 

f ea r s  t h a t  the  h i t t e e  has  beccme less concerned with continuing in f l a t ion .  

In  addi t ion,  the Canmittee would lose a guide to pol icy implementation t h a t ,  

while d i f f i c u l t  to employ at  times, bears sane leading, and also c o n t a p  

raneous, r e l a t ionsh ip  to economic behavior and which i n  t h a t  light-perhaps 

more use fu l ly  than the other aggregates--can be understood as c a l l i n g  for 

changes i n  money market conditions when it goes f a r  as t ray .  
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The paper circulated to the Ocmmittee as background showed, amxlg 

other things, that Ml's relation to the econany has been loose i n  the sense 

that predicted changes i n  naninal GW given the changes in Ml frequently 

have teen w i d e  of the mark in  recent years. S t i l l ,  even though such pre-

diction errors  have teen rather large a t  times, there has been enough 

regularity about directional effects  &oas to make one wary of ignoring 

Ml entirely.  %at is, an acceleration or deceleration of Ml has mre 

often than not been followed two quarters later by an acceleration or 

deceleration of naninal GW growth--though the exact m u n t s  of accelera

tion or deceleration have not correspnded well to prior M l  behavior. 

If the Camnittee takes the view that  an M l  range is not to be 

abandoned, t h e  question arises about whether to raise the existing range 

ard continue to apply it to the year as a whole, or  whether to s h i f t  a 

range forward to a QII '85 base and have whatever range is chosen apply 

to the second half of the  year. I am not very sure which of those two 

approaches would indicate mre or less concern w i t h  Ml, or mre or less 

concern than the Camnittee may wish to signal. me act of raising the  

existing range would seem to suggest sane determination to h i t  the new 

adjusted range--which would imply that  the  range s b u l d  te rather c lear ly  

a r e a l i s t i c  one. Shifting t h e  base does not on t h e  face of it provide a 

very different  signal. It would seem to say the past  is forgiven-as 

reflecting the impact on mney demand of the  effects  of another notch 

down of interest ra tes ,  including lagged ef fec ts  fran l a s t  year. The 

Ccrronittee then would be providing its best estimate of appropriate growth 

over the balance of the year. Cne advantage of such an approach--no m r e  

than a synkolic one--would be tha t  the Cornnittee might not necessarily 

have to raise  the  ex is t ing  4 to 7 percent range, merely s h i f t  it torward. 
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-ever, our point estimate a t  the  manent of M1 growth from QII '85 to 

QIV '85 is very near 7 percent a t  an annual rate, so t h a t  i f  the range 

were merely sh i f t ed  forward to a QIIbase, without an uplard adjustment 

there would be v i r t u a l l y  no breathing roan. 

Whether the base were sh i f ted  forward, or the existing range 

raised, the present l e v e l  of Ml would i n  any event be above such a new 

range. ?here is therefore the  poss ib i l i t y  that announcemnt e f f e c t s  of a 

new range might cause an unintended tightening of credit conditions, 

although t h a t  would i n  practice depend very much on the economic news 

also caning out a t  the  tine and, mst impr tan t ly ,  on the  words surrounding 

announcement of the ranges. 

Depeding i n  part on h o w  much imprtance the &amittee wishes 

to give to M l ,  a canpromise between abandoning the range and se t t i ng  a new 

range could be to r e t a i n  the existing 4 to 7 percent based on QIV '84, 

indicate that the  Carpnittee expects or intends growth to slow i n  the 

second half  of the year but further indicate t h a t  the  Camnittee f inds  

growth above the range acceptable for the year as a whole provided econanic 

conditions permit, such as in f l a t ion  remaining subdued. Such an approach 

is contained i n  propsal 2 for long-run d i r ec t ive  language. 

With respect to the ten ta t ive  ranges for 1986, one basic question 

would seem to be whether the Carmittee wishes to s igna l  its in t en t  to 

continue w i t h  fostering progress toward reasonable price s t a b i l i t y .  me 
1986 a l t e rna t ive  I11 is one suggestion serving t h a t  end. The 3-1/2 percent 

lower l i m i t  of t h i s  14 range, bwever, seems a b i t  u n r e a l i s t i c  60 far 

as can be foreseen now, and the  Omnittee also may not wish to risk as 

large a downward adjustment i n  the range for the  debt aggregate, given 
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recent experience, as is suggested in that alternative. Alternative I for 

1986 vould represent declines relative to current 1985 ranges for M3 and 

credit, and possibly also for Ml depending of course on the Camittee's 

decision about adjusting the current M l  range. 

Finally, Mr. Chairman, whatever the choices made for the ranges 

t h i s  year and next, it w o u l d  be desirable to keep before the public, i n  

one way or another, the passibility that further downward movements of 

interest rates might entail increases i n  Ml and M2 W e  their ranges as 

investprs s h i f t  savings out of market instruments and intp depository 

institutions depending i n  part on b w  banks and th r i f t  institutions 

adjust offering rates on deposits as market rates decline. Naninal 

interest rates could decline i f  and as inflationary expectations ebb. 

But they would alm decline i f  the present level of real interest rates 

proves too high, given the exchange rate, to sustain real ecoMnic growth 

at  a satisfactory pace. In that context, it can be observed that while 

real rates have dropped recently, and short rates are probably still 

sanewhat abow the range of variation during the 1950's and 196O's, 

real longer-term rates remain well above that range of experience. 
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Recent Behavior of Selected Veloc i t ies  
Deviation from 1970-1980 Trends 

(in percent) 

- - - -L 
1981:I 1.9 6.3 5.0 3.7 
1981:II 0.3 5.1 4.8 2.9 
1981:1II 1.7 6.0 4.2 3.2 
1981: I V  0.2 4.1 2.1 1.0 

1982: I -3.9 1.6 -0.2 -1.5 
1982: I1 -3.4 1.0 -1.1 -2.6 
1982:I11 -5.1 -0.8 -2.8 -4.4 
1982:IV -9.1 -2.3 -3.9 -5.5 

1983:I -10.7 -5.4 -4.3 -6.0 
1983:II -11.7 -5.1 -3.4 -5.4 
1983:III -12.7 -4.7 -3: 0 -5.5 
1983:IV -12.6 -4.3 -2.7 -5.1 

1984 :I -11.5 -2.7 -1.3 -4.3 
1984: I1 -11.5 -1.9 -1.1 -4.6 
1984:III -12.2 -2.3 -1.9 -6.1 
1984:1V -12.1 -2.9 -2.7 -6.5 

1985:I -14.3 -4.6 -3.8 -7.5 

Mean Absolute Error  
1970:1-1980:1V 1.0 2.2 2.2 1.6 
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